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Preface
Failures in recent years of several unregulated government securities
dealers have raised questions about the operation of the government
securities markets and about audits of government securities dealers
and other participants in governm ent securities transactions. Many of
those questions relate to financial instruments called repurchase and
reverse repurchase agreements. Recognizing the importance of
those questions, the AICPA appointed a special task force to study
the adequacy of existing guidance for auditing repurchase and
reverse repurchase transactions. This report is the result of the task
force’s efforts.
The auditing of repurchase and reverse repurchase transactions
is of concern to the auditors, managements, and regulators of finan
cial services entities. Accordingly, this report is being widely distrib
uted to those interested parties, including the following:
•

AICPA members in practice and industry concerned with finan
cial services industries

•

AICPA financial services industries’ technical committees

•

State society presidents, executive directors, and accounting
and auditing committee chairmen

•

Financial services industries’ membership associations

•

Regulatory agencies of financial services industries
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Report of the Special Task Force on
Audits of Repurchase Securities
Transactions
Introduction
The failures of several unregulated government securities dealers in
recent years have resulted in substantial losses to investors, a depos
itors’ run on a number of savings and loan institutions, and repercus
sions throughout many segments of the economy. Certain of those
failures involved financial instruments called repurchase and reverse
repurchase (RP-RRP) agreements. RP-RRP agreements involve the
purchase of securities with a promise that, at a specified time in the
future and at a specified price, the transaction will be reversed— that
is, the buyer will sell the securities back to the seller. Because of the
reversal feature, the agreements are often not considered to be pur
chases and sales but are viewed as short-term loans of cash collater
alized by securities.
The losses caused by the collapse of several government secu
rities dealers are being attributed principally to the fraudulent con
cealment of the dealers’ financial condition and the misappropriation
of investors’ collateral. Those losses raised questions about the oper
ation of the government securities markets and about audits of partic
ipants in those markets. Some of those questions are—
•
•

•
•
•

•

Should the segments of the government securities market that
are presently unregulated and unmonitored remain so?
Would further regulation of entities participating in RP-RRP
agreements with government securities dealers have limited the
losses incurred?
What is the legal status of RP-RRP agreements, including the sta
tus of collateral held by dealers for customers?
Could the financial statements of the failed dealers have alerted
participants to the risks of doing business with those entities?
What responsibilities should the auditors of the entities that
engage in RP-RRP agreements have for alerting the users of
those entities’ financial statements to the risks connected with
particular RP-RRP transactions?
Are current auditing standards adequate for providing guidance
to auditors of entities entering into RP-RRP agreements?
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Only the latter three questions are within the direct purview of the
accounting profession. Consideration of those questions must rec
ognize the legal and economic environment in which RP-RRP agree
ments take place, such as—
•

•
•

•

•

•

The importance of the government securities market in financing
the national debt and to the Federal Reserve Board’s (FRB) con
trol of the money supply.
The need to consider the costs of further regulation and the eco
nomic incidence and effects of those costs.
The great variety in the forms of agreements and their maturities,
interest rates, collateral security arrangements, and in the types
of securities that are incorporated into RP-RRP agreements.
The difference between the form of the agreement— a sale and
repurchase by one entity and a purchase and resale by
another— and the underlying intent of the parties to it, which may
be to finance an RP-RRP transaction or to make a loan secured
through the use of securities as collateral.
Uncertainties surrounding the legal status of RP-RRP agree
ments, which can lead to a misunderstanding of the various risks
involved.
The business risk, market risk, credit risk, risk of collateral loss,
and control risk that exist in RP-RRP agreements.

Recognizing the importance of the questions related to RP-RRP
transactions, the American Institute of Certified Public Accountants
appointed the Special Task Force on Audits of Repurchase Securities
Transactions to study the adequacy of the existing guidance for
auditing those transactions. The task force focused primarily on con
sidering ways in which auditors of entities engaging in RP-RRP
agreements with government securities dealers, including compo
nents of banks acting in their capacity as dealers, could assess the
various risks that those agreements entail. Many of those risks are
also applicable to RP-RRP transactions entered into by government
securities dealers. Questions raised about the desirability of govern
ment regulation of government securities dealers are currently being
addressed by the Securities and Exchange Commission (SEC), Con
gress, and the FRB and are beyond the purview of this report.
Similarly, accounting and reporting issues are discussed in this
report only as background to facilitate an understanding of the evolu
tion and use of RP-RRP agreements; resolution of those issues is
more appropriately within the purview of accounting standard-setting
bodies. The AlCPA’s Savings and Loan Associations Committee has
addressed accounting issues relating to certain types of RP-RRP
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agreements in the recently issued Statement of Position (SOP) 85-2,
Accounting for Dollar Repurchase-Dollar Reverse Repurchase
Agreements by Sellers-Borrowers, and the Governmental Account
ing Standards Board (GASB) is currently considering guidance to
state and local governmental units in its proposed statement
Accounting and Financial Reporting for Deposits with Financial Insti
tutions, Investments (Including Repurchase Agreements), and
Reverse Repurchase Agreements.1 Also, the AICPA Accounting
Standards-Executive Committee appointed the Task Force on Finan
cial Instruments to identify the accounting and financial reporting
implications of emerging financial instruments and to review AICPA
projects dealing with accounting for those instruments.

Background and Use of Repurchase and Reverse
Repurchase Agreements
The evolution of RP-RRP agreements is linked directly to the U.S.
Treasury’s issuance of large volumes of government securities. The
Federal Reserve Bank, which buys and sells government securities in
conducting its open market operations to implement its monetary pol
icy, deals solely with thirty-six primary dealers. Those dealers are
components of thirteen major banks, twelve diversified brokerage
firms, and eleven bond dealers. The primary dealers may hold the
securities as investments, resell them to institutional or individual
investors, or resell them to other dealers, known as secondary deal
ers, of which there may be 200 or more. The large publicized losses in
recent years resulted from failures among secondary dealers.
Although RP-RRP agreements are written in the form of sales of
securities with promises to repurchase them, the transactions are
often intended to serve as loans that finance investments. Primary
and secondary dealers often use RP-RRP agreements to finance their
significant holdings of government securities. Dealers enter into
those financing agreements with savings and loan institutions, gov
ernmental units, credit unions, pension funds, mutual funds, other
institutional investors, and other dealers. The entities that initially
remit cash for an interest in securities are called buyer-lenders in this
report: the entities that initially receive cash for an interest in securi
ties are called seller-borrowers. A single entity may be both a buyerlender and a seller-borrower at any given time. While the largest
1. References to and quotations from the GASB proposed statement reflect the June
6 , 1985, draft of that document.
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segment of the RP-RRP market consists of agreements involving U.S.
Treasury bonds, bills, and notes, agreements involving other finan
cial instruments, such as mortgage-backed securities, bankers’
acceptances, negotiable certificates of deposit, and commercial
paper, are also significant.
While the transactions are referred to as RP-RRP agreements in
this report, the task force notes that more often than not they are
entered into and completed without formal written agreements: and
formal written agreements, when used, take on an almost infinite vari
ety of terms and forms. Most often the only documentation supporting
an RP-RRP agreement is a dealer’s trade advice. However, some par
ties refuse to engage in RP-RRP activities without formal and docu
mented approval from a credit committee supported by a master
agreement2 that sets forth the terms, rights, and obligations of each
party.

Use as investments or Loans
Buyer-lenders generally view RP-RRP agreements as short-term,3
low-risk investments or loans. A buyer-lender transfers cash to a
seller-borrower and receives securities (or has securities designated
or held on its behalf) as “collateral,” and the seller-borrower agrees to
take back the securities and repay the cash plus interest at a future
date.
For many buyer-lenders, RP-RRP agreements are the shortest term
investments or loans available, sometimes as short as one day The
yield is relatively high for such short-term investments and can some
times be improved further if the buyer-lender agrees not to require
delivery of the securities from the seller-borrower. Many entities
engaging in RP-RRP transactions as buyer-lenders believe that,
because the transactions are generally collateralized by U .S. govern
ment securities, they are exposed to little risk of loss in the event of
default or bankruptcy of a seller-borrower. Risks relating to market
changes and the creditworthiness of the seller-borrower may exist,
however, and are discussed below.
For some buyer-lenders, such as state and local governmental
units that are prohibited from making certain types of investments,

2. Some RP-RRP transactions are executed under both master repurchase agree
ments that outline the basic rights and obligations of both the buyer-lender and sellerborrower and under specific repurchase agreements that confirm the terms of specific
transactions. The specific agreements incorporate the terms of the master agreement.
Buyer-lenders also often enter into agreements with their custodial banks that specify
the basic responsibilities of the buyer-lender and the custodians.
3. Short term is generally considered to be from one to thirty days.
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RP-RRP agreements having federal government obligations as the
underlying security may provide an acceptable form of investment.
State and local governmental units prefer to interpret the agreements
as purchases and subsequent sales of securities because state law
may not specifically permit investments in repurchase agreements
and may prohibit loans to private parties. State law usually allows
investments in securities that underlie those agreements, which per
mits the transactions to be interpreted as legal investments.

Use as a Means of Borrowing Funds for Additional Investment
Entities sometimes use RP-RRP agreements to obtain funds for addi
tional investment. In such instances they act as seller-borrowers,
transferring securities to buyer-lenders for cash and promising to
repay the cash plus interest in exchange for the same or similar secu
rities. The cash obtained in exchange for the securities is reinvested
for the term of the RP-RRP agreement, with the expectation that the
interest paid on the borrowing will be less than the earnings on the
investment.

Use to Finance the Purchase of Government Securities
As previously noted, primary and secondary dealers use RP-RRP
agreements to finance their government securities holdings. Other
entities may also finance purchases of government securities by
entering into RP-RRP agreements. The seller-borrower arranges to
transfer the securities, which it may not yet own, to the buyer-lender
for the cash needed to buy the securities. Alternatively, the seller-bor
rower may order the securities from or through the buyer-lender but
not take delivery, leaving the securities with the buyer-lender as col
lateral for the loan of the purchase price. The seller-borrower prom
ises to repay the debt in the future, possibly by allowing the
repurchase to lapse or by selling the securities to a third party.

Similarities With Other Types of Transactions
RP-RRP agreements are hybrids, having elements of both buy-sell
transactions and collateralized loans. Buyer-lenders in RP-RRP trans
actions have risks and rewards of ownership that are similar in some
respects to those attaching to investments in general. Among those
are the right to use or trade the securities during the term of the agree
ment and to keep any resulting profits; buyer-lenders also incur the
risk of any resulting losses.
Many characteristics of RP-RRP agreements make them analo
gous to collateralized loans. For example, buyer-lenders earn inter
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est on the amount of cash that is exchanged, not on the face or market
value of the securities. Also, the interest earned is specified by the
terms of the agreements; it is not based on the interest rate specified
in the underlying securities. If a seller-borrower defaults on its com
mitment to repurchase the securities (repay the loan) and the buyerlender liquidates the underlying securities, any excess of the
proceeds over the repurchase price may be returned to the sellerborrower. Furthermore, if the market value of the underlying securities
declines, the buyer-lender may have the contractual right to require
the seller-borrower to increase the amount of those securities or,
alternatively, reduce the amount of the loan.
The terms of a particular RP-RRP transaction determine whether
it should be accounted for as a sale or purchase of securities with a
commitment to later reverse the transaction, or as a collateralized
loan with commitments to repay the loan and return the collateral.
Accounting standard-setting bodies have addressed that question in
the course of prescribing the appropriate accounting for RP-RRP
transactions. A later section of this report notes the accounting meas
urement and disclosure requirements for those transactions.

Terminology
The government securities industry is replete with specific industry
terms and technical jargon. Some of the more frequently used terms
are defined and explained below and are used throughout this report.
Those seeking greater familiarity with the government securities
industry may wish to consult the AICPA Audit and Accounting Guide,
Audits of Brokers and Dealers in Securities, or industry publications.

Repurchase and Reverse Repurchase Agreements
The GASB explains a basic repurchase agreement in its proposed
statement as follows:
State and local governm ental entities sometimes invest cash in repur
chase agreem ents with broker-dealers and financial institutions. In a
repurchase agreem ent transaction, the governm ental entity (buyerlender) transfers cash to a broker-dealer or financial institution; the
broker-dealer or financial institution (the seller-borrower) transfers
securities to the governm ental entity and promises to later repay the
cash plus interest in exchange for the return of the same securities.

The transaction described in the GASB statement is called a
repurchase agreement by governmental entities, savings and loan
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institutions, and others. When government securities dealers, bro
ker-dealers, and banks acting in their capacity as dealers are buyerlenders, they refer to agreements to transfer cash, to receive
securities, and subsequently to return the securities for cash as
reverse repurchase agreements.
The GASB defines a basic reverse repurchase agreement as
follows:
State and local governm ental entities sometimes enter into reverse
repurchase agreem ents when they want to tem porarily convert securi
ties in their portfolios to cash. In this transaction, the entity acts as the
seller-borrower, transfers securities to someone else for cash, and
promises to later repay cash plus interest in exchange for the return
of the same securities. The cash obtained in these transactions is
often used for operating or capital purposes or reinvested in other
securities.

The transaction described in the GASB statement is called a
reverse repurchase agreement by governmental entities, savings
and loan institutions, and others. When government securities deal
ers, broker-dealers, and banks acting in their capacity as dealers are
seller-borrowers, they refer to agreements to transfer securities for
cash and subsequently to repay cash for the securities as repur
chase agreements.

Matched Book Transactions
Many dealers entering into RP-RRP agreements frequently use the
term matched book transactions. In a matched book transaction or
matched book operation, a dealer effects both a repurchase and
reverse repurchase transaction with the same underlying securities
for the same period of time, usually at slightly different rates. No mar
ket risk exists in a matched book transaction, but credit risk exists
because the participants on either side may not fulfill their part of the
agreement.

Time Periods involved
RP-RRP agreements are negotiated for a variety of time periods, as
follows;
•
•

Overnight RP-RRP agreements mature in one day.
Term RP-RRP agreements mature in more than one day
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•

•

Open RP-RRP agreements have no specified maturity date; both
parties typically have the right to close at any time. An effective
open agreement may be achieved by continuously rolling over
an overnight agreement into another overnight agreement.
RP-RRP agreements to maturity mature on the same day as the
underlying security.

Variations on the Basic Agreement
Many RP-RRP agreements entered into with government securities
dealers permit the right to return similar, but not identical, securities
when completing the transactions. This is commonly the case in
RP-RRP transactions involving securities backed by pooled assets
such as mortgages, for example, Government National Mortgage
Association (GNMA) pass-through certificates and Federal Home
Loan Mortgage Corporation (FHLMC) participation certificates. The
terms of the agreements determine whether the securities are similar
enough to make the transactions in substance borrowings and lend
ings of funds.
Some RP-RRP transactions involving the return of securities that
are similar to, but not the same as, the securities originally transferred
are referred to as dollar RP-RRP agreements. AICPA SOP 85-2 con
trasts dollar RP-RRP agreements with basic RP-RRP agreements as
follows:
Repurchase-reverse repurchase agreements involve identical secu
rities, and the substance of the transactions is to borrow and lend
funds. Dollar repurchase-dollar reverse repurchase agreements
involve similar but not identical securities. The terms of the agreements
often provide data to determine whether the securities are similar
enough to make the transaction In substance a borrowing and lending
of funds or whether the securities are so dissimilar that the transaction
Is a sale and purchase of securities. However, In agreements Involving
certificates collateralized by dissimilar pools [of mortgages], these
transactions would be accounted for as sales and purchases.

Dollar RP-RRP agreements generally take the form of fixed cou
pon or yield maintenance agreements. In fixed coupon agreements,
the parties agree that when the dollar RP-RRP agreement is com
pleted, certificates will be returned having the same stated interest
rate as those previously transferred. In yield maintenance agree
ments, the parties specify in the agreement the yield of the certifi
cates to be delivered when the dollar RP-RRP agreement is
completed. SOP 85-2 concludes that yield maintenance agreements
constitute separate sale and purchase transactions. Therefore,
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unlike fixed coupon agreements meeting specified criteria, yield
maintenance agreements would be accounted for as completed
sales and purchases.

Pricing and Yield on Repurchase and Reverse Repurchase
Agreements
The repurchase price established in an agreement may be the same
as the initial sale price. In that case, the rate of interest to be paid by
the selier-borrower on repurchase is generally specified. Alterna
tively, the agreed repurchase price may be slightly higher than the
initial sale price, reflecting the cost to the seller-borrower of using the
buyer-lender’s cash during the term of the agreement. Competition
among buyer-lenders and seller-borrowers and their relative bar
gaining strengths all affect the yield on a particular RP-RRP transac
tion.

Haircuts
The excess of the market value of the securities transferred by the
seller-borrower over the amount of cash transferred by the buyerlender in an RP-RRP agreement is called a haircut. A haircut is a mar
gin of safety sought by the buyer-lender to guard against a decline in
the value of the collateral as a result of rising interest rates during the
term of the agreement. Whether an agreement provides for a haircut,
as well as the amount of the haircut agreed on, depends on competi
tion among buyer-lenders and seller-borrowers and their relative bar
gaining strengths.
Haircuts generally range from a fraction of 1 percent to 4 or 5
percent, but may be higher in certain instances. The principal consid
erations in setting the haircut for a particular repurchase transaction
are—
•
•
•

The term of the agreement.
The type of customer and its creditworthiness.
The type of securities underlying the agreement, the length of
time to their maturity, and the creditworthiness of the issuer of
those securities.

•
•

The volatility of the market value of the underlying securities.
The differential between the interest rate specified in the agree
ment and the interest rate on the securities.
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Book Entry Systems
All U.S. Treasury issues, except registered securities, and many U.S.
government agencies’ issues exist only in book entry form, in com 
puterized files maintained by the twelve Federal Reserve Banks (“the
Fed”), rather than in definitive (engraved paper) form. The Fed’s book
entry system is a securities safekeeping arrangement between the
Fed and its securities safekeeping account customers. Any deposi
tory institution, as defined in the Monetary Control Act of 1980, may
open securities safekeeping accounts with the Fed. Such depository
institutions include com m ercial banks, savings and loan associa
tions, credit unions, and certain other depositories. In addition, the
Fed may also maintain securities safekeeping accounts for certain
other entities, such as bankruptcy courts. A single depository institu
tion may maintain several accounts in the system, for example, an
account for securities owned, an account for securities held in trust
for others, and an account for clearing dealers’ transactions. Under
the system, book entry securities are transferred electronically
between accounts based on input from the depository institution
transferring securities from its account.
The Fed’s book entry records are adjusted only for transfers
between securities safekeeping accounts maintained at the Fed.
Such transfers may involve accounts maintained by a variety of cus
tomers or a variety of accounts maintained by a single customer.
Transfers of securities by a depository institution between accounts
of two of its customers would be reflected only on its records (notation
entry), but not on the F ed’s re co rd s— unless the transactions
involved a transfer between different safekeeping accounts main
tained at the Fed by the particular depository institution, such as
between a trust safekeeping account and a clearing safekeeping
account. Similarly, a transfer of book entry securities between two
customers (for example, a dealer and the dealer’s retail customer) of
a depository that does not maintain a safekeeping account with the
Fed would result in a notation entry on the depository’s records but
not on the records of either an intermediary depository or the Fed. A
dealer’s book entry transaction not involving a change in book entry
securities accounts, such as a transfer between two customers or a
sale with an agreement to repurchase at a later date in which the
dealer retains the securities, also results in an entry in the dealer’s
records but no adjustment to an intermediary depository’s records or
those of the Fed.
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Regulatory Environment
Dealers that engage exclusively In U.S. government securities,
including some of the thirty-six primary dealers, are currently not
directly regulated by any governmental or self-regulatory agency in
their capacity as dealers in government securities. Government
securities are exem pt from registration under the Securities Act of
1933 and the Securities Exchange Act of 1934, and dealers that
engage exclusively in governm en t securities transactions are
exempt from regulatory oversight by the SEC. Transactions in gov
ernment securities, however, are subject to the antifraud provisions of
the federal securities laws (for example, sections 17(a) of the 1933
Act and 10(b) of the 1934 Act).

Primary Dealers
The FRB monitors the activities and financial stability of the thirty-six
primary dealers, which report their trading positions and market
activity daily to the Fed. The primary dealers also provide the Fed with
monthly financial statements and annual reports and are subject to
some degree of surveillance and oversight. Some primary dealers
are com ponents of banks that are subject to the regulatory oversight
of other federal bank regulators, such as the Comptroller of the Cur
rency and the Federal Deposit Insurance Corporation (FDIC), and
any holding com panies of those banks are also required to report
financial and other information to the SEC. Some primary dealers are
com ponents of diversified securities broker-dealers that are subject
to regulation by the SEC.

Secondary Dealers
In contrast to the primary dealers, dealers engaging exclusively in
government securities in the secondary market are not subject to the
surveillance or reporting requirements of any regulatory authority.
However, the FRB receives a limited number of reports submitted vol
untarily by some unregulated dealers. On May 2 0 , 1985, the Federal
Reserve Bank of New York issued Capital Adequacy Guideline for
U.S. Government Securities Dealers specifying capital adequacy
and related reporting guidelines for unregulated dealers with which
they are encouraged to com ply voluntarily.
Although the secondary dealers are not required to report to the
SEC, the SEC does have some investigative authority over dealers in
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government securities that are suspected of having violated the anti
fraud provisions of the federal securities laws in connection with gov
ernment securities transactions, and it can bring injunctive actions in
federal court against such dealers for violations of the antifraud stat
utes. As a result of recent failures among secondary government
securities dealers and the consequential losses to investors, Con
gress and others are considering the necessity of some form of regu
lation or monitoring of unregulated government securities dealers.

Other Participants
Many other participants in RP-RRP agreements are also monitored or
regulated by various governmental and self-regulatory agencies:
Most banks are subject to one or more of the following federal bank
regulators— the FRB, the Com ptroller of the Currency, and the FDIC;
certain savings and loan associations report to the Federal Home
Loan Bank Board (FHLBB); most credit unions report to the National
Credit Union Administration; and nongovernmental pension funds
are regulated by the U.S. Department of Labor under ERISA. Insur
ance companies, state-chartered banks, savings and loan associa
tions, and credit unions are also regulated by various state agencies.
State and local governments are subject to state laws and regulations
or their own established oversight procedures.

Legal Considerations
A buyer-lender in an RP-RRP transaction does not automatically
obtain a perfected security interest in the underlying securities. Eco
nomically, an RP-RRP agreement involves a loan of money collateral
ized by securities or, conversely, a borrow ing of securities in
exchange for money. To create a valid security interest under the Uni
form Commercial Code, the safest approach is to have a separate
signed agreement specifically creating the security interest and to
perfect the security interest, normally by possession of the collateral.4
4. The Uniform Commercial Code has been enacted, with some variations in ail
states except Louisiana. Article 8 of the model code, which deals with investment
securities, was revised in 1977 to cover, among other things, book entry securities, but
only some states adopted the revisions. In those that did, a security interest may be
created and perfected in several ways, none of which requires the filing of a formal
notice. Even if a security interest has not been created and perfected, the courts may
choose, for one reason or another, to recognize a particular RP-RRP agreement as a
secured loan. Currently ongoing litigation concerning Bevill, Bresler& Schulman Asset
Management Corp., E.S.M. Government Securities, Inc., and other dealers may yield
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Some RP-RRP participants provide explicitly in their agreements for
security interests that would have standing as such under the Uni
form Commercial Code. More commonly, however, RP-RRP transac
tions do not create security interests; instead, they involve only a pair
of matched confirmations that are similar to an initial purchase or sale
transaction coupled with a forward contract that will reverse the first
transaction at a price that provides for the payment to the buyerle n d e r of what is, in effect, interest.
The treatment of the securities underlying an RP-RRP agreement
is critical if the interests of the seller-borrower and buyer-lender are to
be protected. If the seller-borrower overcollateralizes the agreement
by selling the securities at too great a discount from the market price,
its rights to the overage may be diminished or lost entirely in the event
of the buyer-lender’s bankruptcy. In that case, the seller-borrower
may find that neither the securities nor funds to replace the securities
are available for the buyer-lender to com plete the RP-RRP transaction
and, as a result, may incur an econom ic loss to the extent the agree
ment was overcollateralized. (The accounting loss would be greater
than the econom ic loss if the market value of the securities is below
their book value; the accounting loss would be less than the eco
nomic loss if the market value is above the book value.) Conversely,
the buyer-lender’s rights to the collateral in an RP-RRP transaction
may be seriously affected if the buyer-lender fails to take possession
of the securities, either itself or on its behalf by a third party serving as
its agent. In current bankruptcy cases involving secondary dealers,
several RP-RRP buyer-lenders that did not take possession of their
securities may be unable to recover them.
Possession of the underlying securities may be obtained either
directly by the buyer-lender or indirectly through a third party that,
acting as the buyer-lender’s agent, takes possession of and holds the
securities for the exclusive use of the buyer-lender. Such a custody
agreement should be evidenced in writing for the buyer-lender’s pro
tection, and the custodian should be required to specifically identify
and segregate the securities held for the buyer-lender.
The 1984 amendments to the U.S. Bankruptcy Code exempt cer
tain RP-RRP agreements of a fixed term of one year or less from the
automatic stay orders typically issued by bankruptcy courts. That is,
judicial precedents on what is required to perfect a security interest under the Uniform
Commercial Code. Moreover, questions have been raised as to whether implications
could be drawn from relevant U.S. Treasury regulations that would cast doubt on the
applicability of the 1977 revisions to the Uniform Commercial Code as they apply to
U.S. government securities. As suggested in a later section of this report, auditors
should consider whether an opinion from the client’s legal counsel should be obtained
regarding the status of the securities underlying an RP-RRP transaction.

13

in the event of the seller-borrower’s bankruptcy, the buyer-lender can
liquidate the underlying securities and in effect set off the collateral
against the loan. For the transaction to qualify as an RP-RRP agree
ment as defined in the code, the underlying securities must be trans
ferred to the buyer-lender and must com prise “certificates of deposit,
eligible bankers’ acceptances, or securities that are direct obliga
tions of, or that are fully guaranteed as to principal and interest by, the
United States or any agency of the United States.”5
Government securities dealers, but not certain financial institu
tions such as commercial banks and savings and loan associations,
are subject to the Bankruptcy Code. The FHLBB in October 1984
indicated that its policy, in cases in which the Federal Savings and
Loan Insurance Corporation (FSLIC) was the receiver of an insured
institution, was not to limit the contractual rights of the buyer-lender to
sell securities underlying repurchase agreements except in cases of
fraud or other extraordinary circum stances. Similar action has not
been taken, however, by the FDIC, but its practices have been con
sistent with those formally adopted by the FHLBB. The powers of
receivers and conservators of bankrupt institutions that are not sub
ject to the Bankruptcy Code are governed by many differing federal
and state statutes and regulations. Accordingly, the rights of each
party to the underlying securities in case of insolvency may not
always be treated by the courts in the manner specified in the particu
lar RP-RRP agreement (or master agreement). Nevertheless, those
agreements should contain language that defines what each party
intends its rights to be.

Accounting and Reporting Considerations
The existing guidance on accounting for RP-RRP agreements gener
ally views such agreements as financing transactions. The securities
said to be purchased or sold as part of an RP-RRP transaction are not
recognized as such for accounting purposes by either the seller-bor
rower or the buyer-lender; instead, the transaction is generally
accounted for by both parties as a collateralized loan, with the related
asset and liability reflected in financial statements at the contract
value of the agreement.
Existing guidance on accounting for RP-RRP agreements does
not address all the possible varieties of those agreements or of trans
actions that appear to have many elements of RP-RRP agreements.
5.
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Pub. L. No. 98-353, Subtitle F, section 391,

For example, RP-RRP agreements to maturity and overnight RP-RRP
agreements that are continuously “ rolled-over” are not specifically
addressed in the literature, and AICPA SOP 85-2 does not address
transactions in m ortgage-backed securities that the seller-borrower
has held for less than thirty-five days. Accordingly, in order to be able
to evaluate the substance as well as the legal form of RP-RRP and
similar transactions, the auditor should understand the intent of the
parties that engage in such transactions. The substance of the trans
action is the primary determinant of whether it should be treated as a
borrowing or as a purchase and sale of securities.

AICPA Audit and Accounting Guides
The AICPA Audit and Accounting Guide, Audits of Brokers and Deal
ers in Securities, recognizes RP-RRP transactions as financing trans
actions and discusses them from the viewpoints of buyer-lenders
and seller-borrowers. From the viewpoint of buyer-lenders, the guide
states—
For financial reporting purposes, the transaction involving the sam e or
substantially identical securities is treated as a receivable collateral
ized by the security purchased, not as part of the buyer’s trading or
investment account.

The guide captions the collateralized receivable as “securities pur
chased under agreements to resell.”
From the viewpoint of seller-borrowers, the guide states—
Securities owned that are sold by the broker or dealer subject to a
repurchase agreem ent are treated as collateral for financing transac
tions and not as sales of trading or investment positions. Therefore,
they should be reported with trading and investment accounts, at mar
ket value,6with the amount of the repurchase agreem ent reflected as a
liability

The guide captions the liability as “securities sold under agreements
to repurchase.”
The AICPA Industry Audit Guide, Audits o f Banks, recognizes
RP-RRP agreements as financing transactions, with the borrowing
reflected as a liability and the securities sold reflected as invest
ments.
The AICPA Audit and Accounting Guide, Savings and Loan
Associations, states that material RP-RRP agreements should be dis
closed in the financial statements. The guide specifies that when a
savings and loan association enters into an RP-RRP agreement as a
6.

Broker-dealers maintain trading and investment accounts at market value.
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seller-borrower, a liability should be established for the amount of the
proceeds. The investment account should not be relieved of the
securities that underlie the agreement.

AICPA SOP 85-2
The AICPA guides provide accounting guidance for basic RP-RRP
agreements (sometimes referred to as “ plain vanilla” agreements).
SOP 85-2 provides accounting guidance for dollar RP-RRP agree
ments. The statement concludes that fixed coupon dollar RP-RRP
agreements meeting certain criteria should be considered financing
transactions and reported accordingly; yield maintenance RP-RRP
agreements should be accounted for and reported as completed
purchases and sales of securities.

GASB Proposed Statement
The GASB’s proposed statement parallels the guidance in the AICPA
guides and SOP 85-2. The statement provides the following account
ing and reporting guidance for repurchase and reverse repurchase
and fixed coupon repurchase and reverse repurchase agreements.
Balance Sheet
The assets and liabilities arising from reverse repurchase and fixed
coupon reverse repurchase agreements should not be netted on the
balance sheet. Reverse repurchase and fixed coupon reverse repur
chase agreements should be reported as a fund liability, regardless of
the maturity date of the agreement, or a proprietary fund liability as
“Obligations under reverse repurchase agreements,” and the underly
ing securities should be reported as “ Investments.”

Operating Statement
In the operating statement, the interest earned on repurchase and
fixed coupon repurchase agreements should be shown as interest
income. The interest cost of the reverse repurchase and fixed coupon
reverse repurchase agreements should be reported as interest
expenditure/expense. The interest cost associated with reverse repur
chase or fixed coupon reverse repurchase agreements should not be
netted against interest earned on any associated investments.

The statement also provides the following accounting guidance for
yield maintenance repurchase and reverse repurchase agreements.
Yield maintenance repurchase and reverse repurchase agreements
should be accounted for as a purchase and sale and sale and pur
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chase of securities, respectively. Securities purchased should be
recorded at cost and a gain or loss on investments should be recog
nized on securities sold.
The proposed statement requires disclosure of additional information
regarding the governmental entity’s investment policies, the agree
ment activity during the year, and agreements outstanding at yearend.

FASB Statement No. 65
The accounting for RP-RRP agreements that is specified by Financial
Accounting Standards Board (FASB) Statement No. 65, Accounting
for Certain M ortgage Banking Activities, is similar to the accounting in
the AICPA audit and accounting guides and the proposed GASB
statement. The FASB statement also describes the following circum 
stances in which informal agreements should be treated as formal
RP-RRP agreements:
Mortgage loans or mortgage-backed securities also may be transfer
red temporarily without a repurchase agreement but under circum
stances that indicate a repurchase agreement exists on an informal
basis, for example, when the mortgage banking enterprise (a) makes
all of the necessary marketing efforts, (b) retains any positive or nega
tive interest spread on the loans or securities, (c) retains the risk of fluc
tuations in loan or security market values, (d) reacquires any
uncollectible loans, or (e) routinely reacquires all or almost all of the
loans or securities from the bank or other financial institution and sells
them to permanent investors. Mortgage loans and mortgage-backed
securities held for sale that are transferred under formal or informal
repurchase agreements of the nature described in this paragraph
shall (1) be accounted for as collateralized financing arrangements
and (2) continue to be reported by the transferor as being held for sale.

Risks Involved In Repurchase and Reverse
Repurchase Agreements
Each party that enters into an RP-RRP agreement faces several types
of risk. These are business risk, market risk, credit risk, and the risk of
collateral loss, each of which is discussed below. Also discussed are
controls that parties to RP-RRP transactions can install to reduce
those risks.

Business Risk
The business risk associated with RP-RRP agreements is that a
party entering into them will misunderstand their terms and therefore
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misunderstand the econom ics of the transactions and incorrectly
assess the risks it is in fact assuming, the return it hopes to earn, or the
financing costs it is incurring. This in turn can result in incorrectly pric
ing the agreements or in incorrectly treating accrued interest in pric
ing the u n d e rly in g s e c u ritie s . P a rtic u la rly b e c a u s e RP-RRP
agreements are not always labeled as such, and vice versa, parties
to them may not always be aware of the risks and returns being con
tracted for and accordingly may not account for them properly.

Market Risk
All securities are subject to market risk in that their prices can
change. The prices of governm ent securities vary inversely with
changes in interest rates; while price changes may be small, they can
result in significant gains or losses because of the large dollar
amounts involved in many governm ent securities transactions. Price
changes may affect the ability of one party to an RP-RRP agreement
to continue to finance it and the ability of the other party to replace the
securities when the transaction is supposed to be reversed. Changes
in prices also affect the margin in a transaction (the haircut) and may
create a need for the seller-borrower to transfer additional securities
or return cash. Accordingly, both parties should monitor the market
value of securities subject to RP-RRP agreements, including accrued
interest, on a daily basis.

Credit Risk
Credit risk is the risk that a borrower may not repay a loan. An RP-RRP
agreement can be viewed as a loan of cash by one party and a loan of
securities by another. When the agreement is completed, both loans
are repaid. There is a risk that a buyer-lender who has sold or other
wise transferred the securities to third parties will not have sufficient
resources at the maturity of the agreement to regain possession of
the securities required for resale to the seller-borrower. There is also a
risk that the seller-borrower will not have sufficient funds to repay the
loan (repurchase the securities). Thus, credit risk is faced by both
parties to the transaction. Particularly because government securi
ties dealers are often organized as separate affiliates of securities
broker-dealers, parties to RP-RRP transactions should be careful to
identify the specific entity with which they are doing business.
The risk that the issuer of the underlying securities may default is
also present, except in the case of securities issued or guaranteed by
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the U.S. government or its agencies. This risk pertains to RP-RRP
agreements involving bankers’ acceptances, negotiable certificates
of deposit, m ortgage-backed obligations of nongovernmental enter
prises, and similar instruments. If the issuer of the underlying securi
ties defaults, both participants to the RP-RRP agreement are still
obligated to perform and com plete the transaction.
The credit risk to which a particular entity may be exposed can
be affected by the extent to which the entity's RP-RRP position is con
centrated in any one underlying security or with any one party. Credit
risk is related to market risk in that changes in market prices in gen
eral and resulting econom ic losses may affect a seller-borrower’s
ability to repay the loan (repurchase the securities) or a buyerlender’s ability to return the securities. The extent of credit risk, there
fore, may not be evident if the parties to the transaction do not
continually review and evaluate their securities positions based on
market values, including accrued interest.
The extent of credit risk faced by a party that enters into RP-RRP
transactions with a government securities dealer is also related to the
dealer’s business policies and practices regarding control and use of
collateral, the extent of the haircut on securities serving as collateral,
the extent to which the dealer maintains a matched book, and the
dealer’s capitalization. In addition, uncertainties surround the legal
status of the securities that the parties to RP-RRP transactions view as
collateral, as noted in the section on “Legal Considerations.”

Risk of Collateral Loss
When a seller-borrower transfers securities to a securities dealer
under an RP-RRP agreement, there is a risk that the dealer may not be
able to reverse the transaction by selling the securities back at the
agreed-upon price. If the seller-borrower has the legal right to set off
the securities against the borrowed funds, the potential econom ic
loss is limited to the excess of the market value of the securities plus
accrued interest at the date of the sale over the amount borrowed,
plus or minus any change in that market value and accrued interest.7
In that case, the risk of losing the collateral is essentially the same as
market and credit risk. If the seller-borrower does not have the legal
right of setoff, the potential econom ic loss extends to the full value of
the securities, including accrued interest.
7. The accounting loss may be greater or less than the economic loss if the book
value of the securities is above or below their market value.
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If a buyer-lender under an RP-RRP agreement with a securities
dealer does not perfect a security interest in securities purchased, for
example, by having a signed agreement and by taking possession,
either directly or through a custodian acting as its agent, the potential
econom ic loss also extends to the full value of the securities and the
risk assumed becomes that of an unsecured lender, namely, credit
risk. Collateral risk for the buyer-lender is reduced if definitive collat
eral is held by the dealer’s custodian as the dealer’s agent with spe
cific identification of the assignee or if book entry collateral is
transferred directly or by a notation entry. When definitive collateral is
locked up by the dealer in safekeeping and segregated and identi
fied by customer, collateral risk will be reduced only if the dealer’s
system of internal control over securities held in safekeeping is ade
quate. Collateral risk is reduced further if the buyer-lender or its
agent, which could be the dealer’s bank acting as the lender’s agent,
takes possession of the collateral.

Controlling Risk
The various risks faced by entities entering into RP-RRP transactions
are generally reduced by instituting controls over the authorization,
processing, and recording of those transactions. Such controls might
include policies and procedures that (1) address the com petency of
personnel who are authorized to enter into RP-RRP transactions; (2)
require transactions to be executed pursuant to written contracts set
ting forth the rights and obligations of the several parties: (3) place
trading limits on personnel; (4) restrict agreements with specified
dealers and to specified securities; (5) require reviews of transac
tions for reasonableness and completeness: (6) require periodic
evaluations, preferably daily, of the appropriateness of the amounts
of collateral or borrowings; and (7) require evaluations of credit, mar
ket, and collateral risk.

Auditing Considerations
The existing auditing literature addressing RP-RRP transactions is
reviewed in this section and additional insight is provided for auditors
in applying the guidance included in that literature.

Existing Auditing Literature
The standards of field work and Statements on Auditing Standards
(SASs) that interpret those standards provide broad guidance on
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assessing control risk8 through the study and evaluation of internal
control and on controlling detection risk9through obtaining and eval
uating sufficient, com petent evidential matter. The objective of that
broad guidance, which applies to all engagements and therefore
should be considered by auditors of clients that enter into RP-RRP
agreements, is to assist auditors in designing, performing, and evalu
ating the results of procedures that will reduce audit risk10 to an
appropriately low level. SASs are not intended to and do not provide
detailed guidance on auditing specific industries, types of transac
tions, or classes of accounts.
Several of the AICPA audit and accounting guides address RPRRP agreements in the context of audits of clients in specialized
industries. Proposed guides, some of which are revisions of existing
guides, also address those agreements. A summary of the auditing
guidance in the existing and proposed guides follows.
Audits of Brokers and Dealers in Securities. The accounting and
reporting considerations section of this report explains that the bro
ker-dealer guide treats RP-RRP agreements as financing transac
tions. The gu id e explains that when the broker-deale r is the
buyer-lender, the transaction is accounted for and reported as a
receivable collateralized by the securities purchased. When the bro
ker-dealer is the seller-borrower, the borrowing is reflected as a liabil
ity. Therefore, auditors of broker-dealers engaging in RP-RRP
transactions are essentially dealing with the examination of invest
ments, collateralized receivables, and debt.
The guide primarily discusses the study and evaluation of inter
nal controls and the examination of accounts that are peculiar to the
stockbrokerage industry. Accordingly, considerable attention is
given to the examination of stock record positions and investments,
8. Control risk is defined in Statement on Auditing Standards (SAS) No. 47, Audit Risk
and Materiality in Conducting an Audit, as “the risk that error that would occur in an
account balance or class of transactions and that could be material, when aggregated
with error in other balances or classes, will not be prevented or detected on a timely
basis by the system of internal accounting control.” Business risk, market risk, credit
risk, and collateral risk are aspects of inherent risk, which is defined in SAS No. 47 as
“the susceptibility of an account balance or class of transactions to error that could be
material, when aggregated with error in other balances or classes, assuming that there
were no related internal accounting controls."
9. Detection risk is defined in SAS No. 47 as "the risk that an auditor’s procedures will
lead him to conclude that error in an account balance or class of transactions that
could be material, when aggregated with error in other balances or classes, does not
exist when in fact such error does exist.”
10. Audit risk is defined in SAS No. 47 as “the risk that an auditor may unknowingly
fail to appropriately modify his opinion on financial statements that are materially mis
stated.”
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and a chapter is devoted to a discussion of U.S. government and
money market instruments— the major securities underlying RP-RRP
agreements. The study and evaluation of internal controls and the
examination of collateralized receivables and debt transactions and
balances involve many procedures that are not specific to any indus
try and therefore are not repeated in the broker-dealer guide. The
guide provides illustrative financial statements that include RP-RRP
agreements and their attendant disclosures. Like all other audit and
accounting guides, the guide discusses accounting transactions,
accounting records, internal accounting controls, and client proce
dures for safeguarding assets that are unique to its industry. The
guides do not, however, attem pt to provide detailed audit programs
and questionnaires: the design of such audit tools is left to the audi
tor’s judgment.
Audits o f Banks. Chapter 9 of the g u id e , Audits of Banks, entitled
“ Federal Funds and R epurchase/R everse R epurchase A g re e 
ments” , describes the nature of the transactions, their use by banks,
and, as mentioned earlier in this report, the treatment of the agree
ments as financing transactions. The guide explains that the audit
objectives for RP-RRP agreem ents are to obtain reasonable assur
ance that the asset or liability balances represent valid amounts due
from or to others and that those balances and the revenues and
expenses reported are stated in conform ity with generally accepted
accounting principles. Certain internal accounting control consider
ations and illustrative audit procedures are provided to assist the
auditor in the examination. Illustrative financial statements that reflect
RP-RRP agreements are also provided.
Savings and Loan Associations. In the savings and loan associa
tions guide, the chapter on accounting principles and auditing pro
cedures explains that an association may invest in short-term
RP-RRP agreem ents and also may borrow under those agree
ments, using securities as collateral. The chapter provides auditing,
accounting, and reporting guidance on investments in securities in
general and also contains extensive discussion of loan examination
procedures. The examination of borrowings under RP-RRP agree
ments is not specifically addressed, because audit procedures are
similar to those followed in audits of other commercial and industrial
enterprises.
Audits o f State and Local Governmental Units and Audits of Invest
ment Companies. The state and local governmental units guide
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and the investment com panies guide are currently being revised.
Both revisions have been exposed for public comment and com 
ments received are being considered. Both exposure drafts include
discussions of RP-RRP agreements and of audit procedures related
to the examination of securities and investments. Where applicable,
auditing procedures for specific industry loans and liabilities are dis
cussed.
Audits of Credit Unions. The new proposed guide, in common with
the guides mentioned above, discusses RP-RRP agreements and
explains that they are treated as short-term investment and borrow
ing transactions. The audit objectives and procedures for testing
investment and liability accounts are also explained. The proposed
guide has been exposed for comment.
The above review of existing and proposed audit and account
ing guides suggests that much guidance is already available on
auditing RP-RRP transactions, but that it is not codified in one docu
ment and not sharply focused on all of the risk factors associated with
those transactions. The task force believes that more specific and
illustrative guidance on auditing RP-RRP transactions is needed,
because of the com plexity of those transactions, the risks involved,
and the controls over those risks. The guidance that follows reflects
the task force’s views on the nature of that guidance.

Auditing Considerations When Repurchase and Reverse
Repurchase Agreements Exist
The auditor needs to determine whether audit risk has been reduced
to an appropriately low level through the design, performance, and
evaluation of the results of audit procedures when the entity being
audited has entered into contracts that should be accounted for as
RP-RRP agreements. Not all the considerations discussed below
may apply to the audit of a particular entity. Accordingly, the guid
ance provided for addressing each of the considerations also may
not apply to a particular audit situation. Rather, the procedures dis
cussed should be viewed as ways to apply generally accepted audit
ing standards and the guidance contained in the various audit and
accounting guides.

Auditing Accounts Reflecting Selling-Borrowing Transactions
Following is a discussion of factors to be considered by auditors of
entities, other than securities dealers and banks acting in their
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capacity as dealers, that enter into agreements to sell and later repur
chase the same or substantially the same securities (reverse repur
chase agreements).
Responding to Business Risk . Reverse repurchase agreements,
like any other contract, can be structured to provide various com bi
nations of risk and return. Conceptually, the terms and yield on a
given investment should reflect the risk preferences and business
objectives of each party to the agreement. A com bination of risk and
return that does not conform to the seller-borrower’s intended prefer
ences produces either too little return for the risk intended to be
assumed or too much risk for the return actually earned; either situa
tion is undesirable.11Seller-borrowers should be aware of the relation
ship of risk to return; the auditor should understand the nature of the
transactions that are being used to achieve the intended business
strategy.
The terms of individual reverse repurchase agreements, particu
larly those called overnight repos, are not always stated in writing,
which may make it difficult to evaluate the risks assumed by the sellerborrower, particularly for overnight repos extended by the parties for
long periods of time. Inadequate documentation also makes it diffi
cult to determine that all reverse repurchase agreements are recog
nized as such, even if the dealer confirms transactions as sales and
subsequent purchases, but it does not relieve the auditor of the
responsibility to look for unrecorded agreements. A review of trans
action activity may indicate that an event accounted for as two sepa
rate transactions— a sale and a subsequent purchase— is in reality a
reverse repurchase agreement. The auditor should also be alert for
invalidly recorded transactions, since accounting for what in reality
are separate sale and purchase transactions as reverse repurchase
agreements may reflect an attem pt to avoid recognizing a gain or
loss on the sale.
Responding to the Risk of Collateral Loss. In a reverse repurchase
transaction, the seller-borrower must rely on the buyer-lender’s integ
rity and its ability to be in a position to fulfill its obligation to honor the
sale-back when the transaction is closed. Accordingly, the seller-bor
rower should have controls in place to monitor market risk and credit
risk, and the auditor should be aware of the guidance provided below
under those headings. Confirming the transaction with the dealer will
provide evidence of the occurrence of the transaction, its terms, and
11. The risk addressed in this section is related to both the various risks inherent in
the underlying securities and the risks associated with the other party to a transaction.
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treatment of the securities, for example, that they were delivered to
the buyer-lender; confirmation will not provide evidence about the
existence, location, or transferability of the securities or about the
dealer’s ability to com plete the transaction.
If the buyer-lender is a dealer, it will usually be im practicable to
confirm the location of the securities delivered to the dealer as collat
eral. The dealer often will not be able to determine the location of the
exact securities delivered because they are fungible with other secu
rities of the same issue under the dealer’s control and are com m in
gle d with those securities. In a d d itio n , the d ealer m ay have
appropriately used the securities for collateral in an RP-RRP agree
ment in which the dealer sold the securities to be repurchased at a
later date. The seller-borrower and its auditor need not necessarily be
concerned, however, about th e location of securities transferred to
the dealer as collateral, because their location does not necessarily
affect the risk that the dealer may not com plete the transaction.
The auditor should evaluate the adequacy of financial statement
classification and disclosure of RP-RRP transactions in general and
of the status of the collateral in particular. Those disclosures should
enable financial statement users to assess the level of credit, collat
eral, and market risk to which the entity is exposed. The GASB is cur
rently co nsidering the disclosures that should be required of
governmental units that enter into RP-RRP agreements. That gu id 
ance may also be helpful in considering the adequacy of disclosures
by other entities that enter into such agreements. The AICPA Savings
and Loan Associations Committee is also considering the disclo
sures that should be required of those institutions.
Responding to Market Risk. As noted earlier, changes in market
interest rates may affect an entity’s ability to continue to borrow via an
RP-RRP transaction; the effect may be intensified if the entity’s trans
actions are concentrated in one type of security. Changes in market
prices may also result in over-collateralization or under-collateraliza
tion of the related borrowing. The auditor should understand the
effects of changes in interest rates on the client’s financial position
and earnings and should review the current market values, including
accrued interest, of securities serving as collateral to determine if the
collateral is sufficient or excessive in relation to the contractual
requirements of the loan.
R esponding to C redit Risk. The a u d ito r’s principal concerns
regarding the credit risk assumed by a client seller-borrower are (1)
that the buyer-lender will not be able to com plete the transaction by

25

returning (selling back) the securities at maturity of the agreement
and (2) that the issuer of the securities pledged as collateral will
default on interest or principal. The auditor’s response to the latter risk
is the same for securities underlying RP-RRP agreements as it is with
any other securities and is therefore not addressed in this report. The
risk that the buyer-lender will be unable to com plete the transaction,
however, is an additional risk in these types of transactions.
The auditor should consider the relevance and reliability of audit
ing procedures that may assist in assessing credit risk. The extent to
which the client concentrates its reverse repurchase agreements
with one dealer or a small group of dealers, whether those dealers are
subject to reporting or regulatory requirements of one or more federal
agencies, and the presence of audited financial statements all pro
vide evidence helpful in evaluating credit risk.
If there is reason to question the creditworthiness of the buyerlender, the auditor of the seller-borrower should consider consulting
with legal counsel regarding whether, in the event of the buyerlender’s inability to return (sell back) the collateral securities, the
seller-borrower has the legal right to set off the loan liability against
the collateral. If the seller-borrower is unable to reclaim the collateral
in the event of the buyer-lender’s bankruptcy and if the legal right of
setoff exists, the seller-borrower’s econom ic loss is limited to the
amount by which the value of the collateral plus accrued interest
exceeds the principal of the loan,12
accordingly, the credit risk
associated with the default of the other party is lower than it would
otherwise be. If the legal right of setoff is not present, however, the
seller-borrower’s loss is potentially the full value of the securities. In
either situation, the auditor should consider reviewing and testing the
client’s controls over evaluating the buyer-lender’s reputation and
financial strength, or performing substantive tests that address the
same audit objectives.
Analyzing credit risk requires an understanding of how govern
ment securities dealers run their businesses and of the steps that can
be and are taken to reduce their exposure to market risk. Dealers are
typically highly leveraged, with securities positions that are large mul
tiples of their net capital, which can quickly be eroded by adverse
market changes. By running a matched book, however, a dealer can
reduce its exposure to market changes; accordingly, a seller-bor
rower that enters into RP-RRP agreements may face less credit risk
by doing business with a dealer that has a matched book and
12, The accounting loss will differ from the economic loss if the book value of the col
lateral differs from its market value.
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employs adequate procedures to control its credit risk than would
otherwise be the case. (Of course, even if the dealer runs a matched
book, the seller-borrower still faces credit risk resulting from the deal
er’s credit risk, namely that a custom er of the dealer might not be able
to com plete its agreement with the dealer.) The seller-borrower’s
auditor may find it difficult, however, to obtain adequate com petent
evidence about the dealer’s operations to reach a reliable conclusion
on this matter.
If the buyer-lender is regulated or is an unregulated dealer that
voluntarily com plies with the Federal Reserve Bank of New York’s
capital adequacy guidelines, the auditor of the seller-borrower
should review the latest audited financial statements and other avail
able reports, such as the report on internal accounting control. The
auditor may also want to determine the extent to which a registered
dealer may have net capital in excess of statutory requirements and
to consider the extent to which the excess enables the dealer to with
stand adverse market changes. Other dealers may also have audited
financial statements, and if this is the case, the auditor should also
consider reviewing them. The auditor should also determine pre
cisely the entity, within an affiliated group, with which the client is
doing business. The auditor should be particularly alert to the
existence and possible effect of transactions between the dealer and
parties related to it.
Responding to Control Risk. The seller-borrower may attempt to
mitigate any or all of the risks it faces by instituting controls over RPRRP transactions. Those controls include, but are not necessarily lim
ited to, (1) the use of master agreements entered into by authorized
personnel that specify the terms of the transactions and the intent of
the parties: (2) policies and procedures to restrict trading activity with
individual dealers and in specific types of securities: (3) policies and
procedures governing the use of hedging techniques to reduce mar
ket risk: (4) monitoring communications with dealers and reviewing
dealer confirmations for unrecorded or inappropriately recorded
transactions and for the reasonableness of interest rates: (5) monitor
ing the market value of collateral as a basis for adjustments to
amounts borrowed or securities collateralizing the borrowings: (6)
monitoring the reputation, financial stability, and creditworthiness of
the buyer-lender as a basis for evaluating its ability to fulfill its obliga
tion to return the collateral: and (7) monitoring the location and control
procedures for the underlying securities. The auditor may deem it
appropriate to review, test, evaluate, and rely on some or all of those
controls.
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Auditing Accounts Reflecting Buying-Lending Transactions
Following is a discussion of factors to be considered by auditors of
entities, other than securities dealers and banks acting in their
capacity as dealers, that enter into agreements to buy and later resell
the same or substantially the same securities (repurchase agree
ments).
Responding to Business Risk, Market Risk, Credit Risk, and Control
Risk. Most of the risks faced by seller-borrowers that enter into
reverse repurchase agreements are also faced by buyer-lenders
that enter into repurchase agreements, though their relative impor
tance differs. Accordingly, the response to those risks by an auditor of
a buyer-lender should be similar to the response by an auditor of a
seller-borrower, but with different degrees of emphasis. The catego
ries of risk are similar because in both the entity either owns securi
ties or is committed to buy the same or substantially the same
securities, and risks resulting from ownership of an asset are also
present when an entity is obligated to buy the asset. A ccordingly the
earlier discussion of the auditor’s response to a seller-borrower’s
business, market, credit, and control risks is relevant to an auditor of a
buyer-lender that enters into repurchase agreements.
Responding to Risk o f Collateral Loss. The collateral risk faced by
buyer-lenders may differ from that faced by seller-borrowers. A
buyer-lender that is not a government securities dealer might not take
delivery of the securities that serve as collateral. If it does, either
directly or indirectly through its bank or other institution acting as its
agent, collateral risk is less than may otherwise be the case; the audi
tor should confirm the occurrence and terms of the transaction and
the seller-borrower’s obligation to repurchase the securities and
should count or confirm them, as appropriate. If the client hasn’t
already done so, the auditor should also consider requesting that the
client obtain the opinion of legal counsel regarding the status of the
collateral and the propriety or legality of the transaction.
Whenever a buyer-lender or its agent does not take delivery of
the securities, the buyer-lender's auditor should confirm not only the
occurrence and terms of the transaction and the obligation to repur
chase the securities but also that they have not been delivered and
are being held on the buyer-lender’s behalf. The auditor should also
recognize that when delivery is not made, the transaction has some of
the attributes of an unsecured loan. A ccordin gly the auditor should
assess the reputation and financial strength of the seller-borrower
and of its custodian, if applicable, and the materiality of the transac
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tion to the financial statements of both parties to it. Based on those
assessments, the auditor should consider the desirability of obtain
ing a report from the custodian’s auditor on its internal accounting
controls over securities held in safekeeping, for which SAS No. 44,
Special-Purpose Reports on Internal Accounting Control at Service
Organizations, provides guidance. That report should cover both the
design of the system and com pliance tests directed to specific
objectives of internal accounting control over the custodial function.
SAS No. 44 notes that circum stances may exist in which the auditor
may need to discuss the custodian’s auditor’s procedures with that
auditor, request that specific tests (such as balancing the security
position and counting the collateral and ascertaining its ownership
and location) be performed, or make such tests himself or herself.

Conclusions and Recommendations
The Special Task Force on Audits of Repurchase Securities Transac
tions was appointed to study the adequacy of the existing guidance
provided by the American Institute of Certified Public Accountants for
auditing repurchase and reverse repurchase (RP-RRP) transactions.
The conclusions and recommendations that follow have been dis
tilled from the preceding section of this report, and are directed to
accounting and auditing standard-setters. Auditors of entities that
engage in RP-RRP transactions need to understand the nature and
use of those agreements, the regulatory environment faced by par
ties to them, the legal uncertainties surrounding their use, how they
are accounted for, and the various risks associated with them.
A cco rd ing ly auditors should consider carefully the auditing sugges
tions in the body of this report and the background material that pre
cedes those suggestions.
1. The task force reviewed existing Statements on Auditing Stand
ards to ascertain whether they provide adequate guidance to audi
tors of entities that engage in RP-RRP transactions. The task force
notes that auditing standards are measures of the quality of perform
ance: they are not auditing procedures— steps to be performed for
the specific transactions and other events and circum stances of spe
cific entities. The task force believes that existing Statements on
Auditing Standards provide adequate general standards and stand
ards of field work and reporting for auditing RP-RRP transactions.
2. Audit and accounting guides illustrate the application of authori
tative standards to specialized industries and specialized audit
areas, for example, pension plans. After reviewing the guides or
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exposure drafts pertaining to banks, savings and loan associations,
securities broker-dealers, state and local governmental units, insur
ance companies, investment companies, credit unions, and pension
plans, the task force concluded that additional educational materials
on auditing RP-RRP transactions should be added to those guides.
The supplemental guidance should include, but not be limited to, the
auditing considerations and risks discussed earlier in this report and
should be tailored to apply to the circum stances of the particular
industry. If the recommendation that follows is adopted, it should also
reflect the guidance that will be developed by the task force on audit
ing financial instruments.
3. Whether viewed from an accounting, legal, economic, or purely
mechanical perspective, RP-RRP transactions are extremely com 
plex. Moreover, it is likely that new financial instruments will evolve in
the future that will make existing RP-RRP agreements appear simple
in comparison. Consequently, the task force believes that a need
exists for a comprehensive study of all existing financial instruments
to provide guidance to auditors of parties to those instruments. That
study should be part of an ongoing effort to monitor new financial
instruments as they evolve, to alert the users of those instruments to
the inherent attributes of those transactions and to the possible risks
they may entail, and to provide guidance on a timely basis to auditors
on how to respond to those risks. While it will be necessary to address
those financial instruments, their risks, and their audit implications in
separate audit and accounting guides for each affected party, we
believe it may be efficient and educational if that effort were under
taken and guidance provided by a single task force that would con
sider those instruments from all appropriate perspectives.
4. As this report indicates, the level of risk assumed by the various
parties to RP-RRP transactions varies widely depending on the terms
of the agreement, the parties involved, and the legal status of the
agreement. There is a presumption that the financial statements
reflect both the risks of and the returns from those undertakings; the
auditor’s role includes judging whether they do. There is no more rea
son here, however, than in other areas for the auditor to assume the
primary responsibility for preparing the financial statements of the
transacting parties or the notes to the statements. The auditor is not,
and should not be asked to be, a reporter of financial information; to
do so would impair the auditor’s independence.
Conceptually, the nature of, and the risks involved in, an RP-RRP
agreement may affect the classification and valuation of accounts
reported on the face of the financial statements or the disclosures
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reported in the notes thereto. As discussed previously, because of
such matters as the right to return similar but not the same collateral
and the variation in the length of the agreement (possibly to the matu
rity of the security), difficult judgm ents must be made by financial
statement preparers regarding their substance. The auditor’s proper
role is to evaluate whether accounting measurements, classifica
tions, and disclosures reflect the substance of RP-RRP transactions
and are in other respects in conform ity with generally accepted
accounting principles. The level of risk in some, but not all, RP-RRP
transactions may be sufficiently high, particularly if the collateral has
not been transferred13 or if its value is not monitored, that the proper
way to account for them is as unsecured financing transactions, with
full disclosure of the risks involved and of the legalities of the transac
tions. FASB Statement No. 5, A ccounting for Contingencies, provides
broad guidance on the disclosure of loss contingencies. The task
force believes that more specific guidance is needed for preparers
and auditors of RP-RRP transactions. The appropriate accounting
standard-setting bodies should consider requiring disclosure infor
mation to assist users in assessing the risks assumed in RP-RRP
agreements and of the amounts by which both the carrying value and
the market value of the underlying securities in those agreements
exceed the cash proceeds.
5. Several commentators have suggested that additional guidance
might be necessary on the auditor’s use of a special-purpose report
on aspects of the internal accounting control of an organization that
p rovid es safeke ep ing and cu sto d ia l services. The task force
believes, as discussed under “Auditing Considerations,” that if secu
rities are not transferred to the buyer-lender or its custodian, it may be
appropriate for the auditor of the buyer-lender to obtain a report from
the custodian’s auditor on controls instituted by the custodian over
definitive or book entry securities held for the buyer-lender or to ask
that auditor to apply agreed-upon procedures. SAS No. 44, SpecialPurpose Reports on Internal Accounting Control at Service Organiza
tions, contains guidance on obtaining and using those reports, and
accordingly the task force has no further recommendations in this
area.
6. Several commentators have also suggested that additional guid
ance might be necessary on the use of confirmations in auditing RPRRP transactions.
13. The task force has observed that, in certain instances, technological, practical,
and economic considerations may preclude the effective transfer of collateral in an RPRRP transaction.
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Auditing literature addresses the appropriate use of confirm a
tion procedures in several places. The task force believes that audi
tors should be m indful of the limited audit objectives about which the
confirmation process provides evidence. Seller-borrowers that are
not securities dealers generally transfer the securities that underlie
RP-RRP transactions to the buyer-lenders, which need not and usu
ally do not keep them. The buyer-lenders trade the securities or use
them for other purposes, which the rights of ownership permit.
Accordingly, an auditor of a seller-borrower cannot confirm the exist
ence or location of the underlying securities, but should confirm the
transaction with the buyer-lender as evidence of its occurrence and
terms and that the related collateral was delivered.
Ordinarily, an auditor of an entity engaging in RP-RRP transac
tions as a buyer-lender is able to confirm the existence of securities
that serve as collateral and are held by third parties acting as agent
for the buyer-lender. However, buyer-lenders frequently neither take
possession of the securities nor require that they be transferred to
their custodial agents and identified as belonging to the buyerlenders. In those cases, the auditor can request a confirmation of the
occurrence of the transaction and its terms, the seller-borrower’s obli
gation to repurchase the securities, and that they are being held on
the buyer-lender’s behalf. Those confirmations by themselves do not
dim inish either collateral or credit risk; accordingly, the auditor
should also assess the reputation and financial strength of the sellerborrower and of its custodian, if appropriate, and the materiality of the
transaction to the financial statements of both parties involved.
Based on those assessments, the auditor should consider the desir
ability of obtaining an SAS No. 44 special-purpose report, either on
internal accounting control or on the results of the application of
agreed-upon procedures. The task force does not believe that it is in
the public interest to recommend, or request others to require, that
buyer-lenders always transfer securities underlying RP-RRP transac
tions into their possession or control, primarily because that would
likely narrow the market for such instruments as a result of the rela
tively high costs of transferring the securities (irrespective of whether
the securities are in definitive or book entry form). However, the task
force does recommend that appropriate accounting standard-set
ting bodies consider whether the status of collateral in these circum 
stances should be a required financial statement disclosure.
7. Several com mentators on the recent failures of government
securities dealers noted the presence of transactions between those
dealers and parties related to them. Those commentators suggested
that additional guidance might be necessary to assist auditors in
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identifying and auditing RP-RRP transactions involving related par
ties. Related party transactions are not unique to RP-RRP agree
ments, and those agreements do not p e r se create related party
transactions. The task force believes, however, that it would be help
ful to provide guidance on related party transactions in addition to
that presently found in SAS No. 45, Omnibus Statement on Auditing
Standards— 1983, and related interpretations.14 The task force rec
ommends that an interpretation of SAS No. 45 be issued remind
ing practitioners that, because of the high risk inherent in related
party transactions, they should examine sufficient competent evi
dence to be able to understand the business purpose and economic
effects of sometimes com plex related party transactions. (The task
force has been advised that such an interpretation is currently under
preparation.)
SAS No. 45 requires the auditor to obtain information about the
financial capability of a related party when such information is neces
sary to fully understand a particular transaction, and notes that the
auditor should determine the degree of assurance required and the
extent to which available information provides such assurance.
Ascertaining the financial capability of a related party or understand
ing the financial effect of a transaction not entered into at “arm ’s
length” may occasionally require the auditor to examine the financial
statements of the related party or apply other procedures sufficient to
meet those objectives.
In addition, SAS No. 45 notes the auditor’s responsibility to deter
mine the existence of related parties and the specific procedures that
may be employed in doing so. SAS No. 19, Client Representations,
specifies that written representations the auditor should obtain from
the client should include information about related party transactions
and related amounts receivable or payable. If the client has not insti
tuted procedures for identifying transactions with related parties, the
auditor may also wish to obtain additional representations from senior
management and the board of directors about the existence of those
transactions.

14. The staff of the Auditing Standards Division is authorized to issue interpretations
to provide timely guidance on the application of pronouncements of the Auditing
Standards Board, whose members review the interpretations. An interpretation is not
as authoritative as a pronouncement of the Auditing Standards Board, but auditors
should be aware that they may have to justify a departure from an interpretation if the
quality of their work is questioned.
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